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I. Introduction

A. Organizational Survival

Social and economic activities, such as religion, entertainment, educastiearch,
and the production of othegoods and services,are carried on by differertypes of
organizations, for example, corporations, proprietorships, partnerships, mutuals, and
nonprofits.Most goodsand servicegan beproduced by any form of organization, and
there is competition among organizational forms for survival in any activity. In the absence

of fiat, the form of organizatiorthat survives in anactivity is theone that delivers the
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product demanded by customers at the lowest price while covering costs. Thiglisthe
dimension on which the economic environment chooses among organizational forms.

An important factor in thesurvival of organizationatlorms is control of agency
problems. These problems arise because conaeetsotcostlessly written andnforced.
Agency costsinclude thecosts of structuring, monitoring, and bonding a setaftracts
among agents with conflicting interests, ple residualossincurred because thast of
full enforcement of contracts exceeds Hemefits! In this paper we explaithe special
features of the residual claims of different organizatiémahs asefficient approaches to
controlling special agencgroblems. Weanalyzeonly private organizations. Inrelated
papers we have examined other features of the contract structures of different organizational
formsthat contribute to thesurvival: in particular, (1jhe control of agencproblems in
the class of organizations characterized by separation of “ownership” and “control,” and (2)
the effects of special characteristics of residual claims on deaisles for resource

allocation?

B. Residual Claims: General Discussion

The contracstructures of organizatiorisit the risks undertaken by most agents
by specifying either fixedpayoffs or incentive payoffs tied to specific measures of
performanceThe residualisk—the risk ofthe difference between stochastilows of
resources and promised payments to agents—is borne by thosmnttaxtfor the rights
to net cash flows. We call these agents the residual claimants or residual risk bearers.

The characteristics of residual claimistinguish organizations from one another
and help explain the survival of organizatiof@ms inspecific activities. We firsanalyze
and contrast the relatively unrestricted residual claimsopdn corporations with the

restricted residual claims gifroprietorships, partnerships, and closed corporations. We

1 This definition of agency costs first appears in Jensen and Meckling (1976).
2 Fama and Jensen (1983). See also Fama and Jensen (1985).
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then turn tothe more specialized residual claims pbfessional partnershipgéinancial

mutuals, and nonprofits.

[I. Open Corporations

Most large nonfinancial organizations aypen corporationsThe commonstock
residual claims of such organizations are unrestricted isgheethat (1) stockholders are
not required to have any other role in tirganization, (2}heir residual claims are freely
alienable, and3) the residual claims ardghts in net cash flows forthe life of the
organization. Because of the unrestricted nature of the residual claims of open corporations,
there is generally almost complete separadiod specialization of decisidnnctions and

residual risk bearing.

A. Common Stock versus State Contingent Claims

One can imagine claims that are even less restricted than the common stocks of open
corporations. There could be “state contingent claims”—that is, claims of the sort discussed
by Arrow (1964) and Debreu (1959) specifying payoffs for each possible future state of the
world. Such state contingent claims allow any (hence generally “less restrigiedation
of risk. They are, nonetheles§ixed payoffpromises. Taspecify thetotal payoffs to be
obtained in all futurestates,one wouldneed to identifyall current and future decisions of
an organization througstate contingentlaim contracts. Giverthe costs andnformation
requirements this implies, it is nesurprisingthat state contingent claims aret the
dominant system for allocating risk.

We can also imagine state contingent claims that aredsigual claimsThe claim
would cover a fraction of the organization’s reetsh flows in agiven state rather than a
specified payoff inthatstate. Howeverthis type ofclaim generates conflicts among the

claim holders of different states because alternative decisions shift payoffs across states and
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benefit someclaim holders atthe expense obthers. Common stockthat represents
proportionate claims on thgayoffs ofall future states eliminates these agepocgblems,

but at the sacrifice asome efficiency irthe allocation ofrisk. Common stock and other
commonforms of residuatlaimsalso avoid most othe costs of defining and verifying

states of the world.

B. The Advantages of Common Stock Residual Claims

1. UnrestrictedRisk Sharing among Residual Claimant§he commorstock of
open corporations allows mosficient risk sharingthan residual claimshat are not
separable from decisiawles, as, foexample, in proprietorships and partnerships where
the proprietors and partnei@e the decision makers and the primary residual claimants.
Common stock allows residual risk to be spread acneasy residual claimants who
individually choosethe extent towhich they bearisk and who can diversify across
organizations offering such claimStherthings equal, portfolio theorimplies thatsuch
unrestricted risk sharing lowers the cost of risk-bearing se¥ices.

2. SpecializedRisk Bearing by Residual ClaimantsThe activities of large open
nonfinancial corporationare typically complicated, involving contraststh many factors
of production, for exampldifferent types otabor, raw materialand managersiVhen
there is significant variatiothroughtime in theprobability of default on theseontracts,
contractingcosts increase. In additiobgcause the humasapital of agents is generally
employed in a single organization, risk aversion tends to cause them to charge more for any
risk they bear than security holders who can diversify risk across many organizations.

Efficient accommodation of large-scale specializesk bearing by residual

claimants is an advantage of corporate comstook. To bondcontractual payments to

3 See, for example, Arrow (1964) or Fama (1976, chapts. 7 and 8).
4 See Reagan and Stulz (1986) for an analysis of risk sharing between internahagesgslual claimants
and for references to the related literature.
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other agents, the common stockholders put up wealth, which is used to purchase assets.

the wealth required to bond promised payments goes bélgenalue ofinputs optimally
purchased rather thamented,common stock proceedsan beused to purchaséquid
assets, foexamplethe securities of otharganizationsthat have ndunction except to
bond specialization of risk bearing by residual claimants.

3. Purchase of Organization-specific Asseidein, Crawford, and Alchian (1978)
and Jensen andeckling (1976) argue that because of conflicts of interesth outside
owners of organization-specific assets—assetghat have lower value to other
organizations—rental contradisr such assetgenerate higher agen@pststhan outright
purchas€.Common stockith its capacityfor raisingwealth from residual claimants, is
an efficient vehicle for financing such purchases in actiwtiesre usingarge amounts of
organization-specific risky assets is efficient.

4. Specialization of Managementn the complicategiroduction and distribution
activities of largeopen corporationszoordinating the activities ofgents,recontracting
amongthem, andnitiating and implementingesourceallocationdecisionsare specialized
tasks that are important to the survival of the organization and ldeflebn its managers.
However, manageriabkills are not necessariljed to wealth orwillingness to bearisk,
and incompetent managers who are important residual claimants can be diffienttotce.
Thus, ignoring agency problems ithe decisionprocess,the survival of a complex
organization is enhanced by common stock residiams that allow specialization of
management—in effect, the absence of a classical entrepsgheus bothdecision maker
and residual risk bearer.

5. TheMarket ValueRule for Investment DecisiansWhen commorstocks are
traded without transactions costs in a perfectijnpetitive capitamarket,the stockholders

agree that resource allocatidacisions should bevaluated according to their contribution
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to the current market value of their residual clatm§he market value ruleeighscurrent

against future resources according to the opportunity costs at which resources can be traded
across time in the capital market. For example, the market valufavols expenditures to

reduce the current and futucests ofdelivering products whenevethe current market

value of the future costavings isggreater than the curreakpenditure. Product prices can

then be lowered while still covering costs.

In contrast, wherthe horizon of the residual claims lsss than the life of the
organization, residuatlaimantsassignzero value to casfflows that occurbeyond the
horizon® Similarly, when residuatlaims are not freelalienable or separabfeom other
roles inthe organization, it igational for risk bearers tattribute lower currentvalue to
uncertain cash flows than is implied by capital market prices for the future resoukses.
consequence, ignoringgency problems irthe decisionprocess, organizations with
common stock residual claims, investing accordingh® market value rulevhich is
optimal for their residual claimants, will bable to deliverproducts at lower pricethan

organizations with restricted residual claims.

C. The Agency Problems of Common Stock Residual Claims

The unrestricted nature of the comnginck residuatlaims of open corporations
leads to an important agency problem. The decision process isharille of professional
managers whose intereste notidentical tothose of residual claimants. This problem of
separation of “ownership” and “control”—mogecisely,the separation of residuakk
bearing from decision functions—has troubled students of open corporationg\dam
Smith (1937) to Berle and Means (1932) and JenserMactling (1976). In“Separation

of Ownership and Control” (Fama and Jensen, 1983), we argue that this agency problem is

5 See, for example, Fama (1978).
6 See Furubotn and Pejovich (1973); and Jensen and Meckling (1979).
7 The details of the argument are in Fama and Jensen (1983).
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controlled by decision systems that separate the management (initiation and implementation)
and control (ratification and monitoring) of importadécisions atall levels of the
organization.

Devices for separating decision management and decision control include (1)
decision hierarchies in which the decision initiativedosfer level agents argpassed on to
higher level agents, first for ratification and then for monitoring, (2) boards of dir¢lcabrs
ratify and monitor the organization’snost important decisions andire, fire, and
compensate top-level decision managers, and (3) incentive strutaremncourage mutual
monitoring among decisioagents.The costs of suchmechanismgor separating decision
managemenirom decision controare part of the price thajpen corporations pay for the

benefits of unrestricted common stock residual claims.

IIl. Restricted versus Unrestricted Residual Claims

The proprietorships, partnerships, and closed corporations obsersidlirscale
production activities differ in manyways both fromone another and from open
corporations. For example, proprietorshipave a single residual claimant, whereas
partnerships and closed corporations handtiple residual claimants. As a consequence,
the residuatlaim contracts in partnerships and closed corporations must specify rights in
net cash flows and procedures for transferring residual claims to new agenexpiioitly
than the residual claims in proprietorships.

However, for control of theagency problems ithe decisiorprocessthe common
characteristic of the residual claims gdfroprietorships, partnerships, ancosed
corporations that distinguishé&semfrom open corporations ihat theresidual claims are
largely restricted to important decisiagents. Thigestriction avoidghe agency problems

between residual claimants and decision agtnas arise because of separationrisk-
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bearing and decision functions in op&orporations. Thus,costly mechanisms for
separating the management and control of decisions are a%¥oided.

Restricting residual claims to decision makeostrols agency problems between
residual claimants and decisiagents,but at the expense of the benefits of unrestricted
commonstock. The decisionprocess suffergfficiency lossesbecause decision agents
must be chosen on the basisaafalth and willingness to beask aswell asfor decision
skills. Residual claimants forgo optimal diversificationtlsat residual claims and decision
making can be combined in a small numberngénts. Foregondiversification andimited
alienability lower the value of the residualaims, raisethe cost of risk-bearingervices,
and lead to less investment in projects with uncertain payoffs than when retidual are
unrestricted. Finallypecause decision agents haireited wealth, restricting residual
claims to themalso limits resourcesavailable for bonding contractualpayoffs and for
acquiring risky organization-specific assets.

An organizational formsurvives in anactivity when the costs and benefits of its
residual claims and the approaches it provides to controlling agency problems combine with
available production technology to allow the organization to deliver products at lower prices
than other organizationalorms. The restricted residual claims gdroprietorships,
partnerships, and closed corporati@ame more likely to dominate’hen technologydoes
not involve important economies of scale that lead to large demands for specialized decision
skills, specialized risk bearing, and wealth from residual claimants. In these circumstances,
the agencycosts saved byestricting residual claims to decision ageatgweigh the
benefitsthat would beobtained from separation argpecialization of decision anikk-
bearing functions. On the othkand,unrestricted common stock residadims are more
likely to dominate when there are important economies of scale in productidi) tteat be

realizedonly with a complex decision hierarchiyat makesuse of specialized decision

8 However, in partnershipand closed corporations, some mechanisms for resolving conflicts among
residual claimant decision makers (for example, buy-out rules) are required.
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skills throughout the organization, (ii) generate large aggregate risks to be borne by residual
claimants, and (iii) demand large amounts of wealth from reswamhants to purchase

risky assets and to bond the payoffs promised to a wide range of agents in the organization.
In suchcomplex organizations the benefits of unrestricted comstock residuaklaims

are likely to outweigh the costs of controlling the agencyproblems inherent in the
separation and specialization of decision andk-bearing functions. Inthese

circumstances, the open corporation is more likely to win the competition for sdrvival.

IV. Special Forms of Residual Claims

The restriction of residual claims to important decision agdiginguishes the
residual claims ofproprietorships, partnerships, and closed corporations from the
unrestricted residual claims of open corporations. Theze howeverpther organizational
forms, including professionapartnershipsfinancial mutuals, andhonprofits, that offer
more unusual residual claims. \Weplain the special characteristics of the residiaams

of these organizations as effective devices for controlling special agency problems.

A. Professional Partnerships

Like the proprietorships, partnerships, and closed corporations discabsee,
the residual claims of thprofessional partnerships observed in lgublic accounting,
medicine, and business consulting are restricted to important deaggots. However, in
professional partnerships, a partner’s shameeirtash flows isrenegotiated periodically,
and his rights in net cash flows are often limited to his period of service orghgization.

In effect, a professional partner’s residal@im is aflexible andinalienableshare of net

9 In Famaand Jensen (Famand Jensen, 1983), we discuss how thi#fusion of information among
decision agents influencdise survival of organizational forms. Fsimmplicity, we have ignored these
issues here.
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cash flows for a limited horizon. Flexible sharing rules, inalienability, liamted horizons
distinguish the residual claims ofprofessional partnerships from those of the
proprietorships, partnerships, and closed corporations observedther activities.
Moreover, thesspecial features gfrofessional partnership residudaims are generally
retained when these organizations beconprofessional service corporatiorfer tax
purposes.

1. Decentralized Decision Making and Restricted Resi@laims In professional
partnerships, large and small, individuals or small teams work on cases, audlisg on.
Because of the importance of speckimowledge about particular clients—knowledbat
is costly to transfer among agents—it is efficient for the teams in large partnersinpketo
most decisions locallyThus, with respect tahe services rendered tmustomersgdecision
control takes place withiteams, wherénteraction and mutual monitoring dneaviest. At
this level, howeverdecision management (initiation and implementation) and decision
control (ratification and monitoring) are neeparate. To contrdhe resulting agency
problems, the residual claims in professional partnersrpsestricted to thprofessional
agentswho are the importanieammembers anavho have major decision makingles.
This is consistent with the hypothesis developed in “Separation of Ownership and Control”
(Fama and Jensen, 1988)at combination oflecision management and conftiwhctions
in one or a few agenteads to restriction of residual claims to the important decision
agents.

2. The Demandfor Monitoring, Bonding, and Consulting Lawyers, public
accountants, physicians, and sofmasiness consultants provide services where one
incompetent act can dlarge damage to a client. As cmnsequencegertification and
pedigree are important tolients. Moreover,even in the largesprofessional service
organizations, servicegre rendered in individualases by one or a feprofessionals.
Responsibility for variation in the quality of services is easily assigned to indiadeaits,

and the performance of agents is often \ethwn to clients. Irthese circumstances, the
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value of human capital is sensitive to performance. In effieditnited liability isimposed
on the human capital of professional agents by the meokéteir services. This gives the
professional incentives to purchase monitoring and consulting tolim#iposses in the
value of human capital.

Since professional services are technical, a lawyer, physician, public accountant, or
businessconsultant is efficiently monitored bgthers ofthe same trainingvho can also
provide valuable consultingservices. Suchmutual monitoring and consulting are
encouraged when professional agents agree to pool net castafidvis shardiability for
the actions ofcolleagues. Pooling afiet cash flowsand liability is attractive because it
encourages mutual monitoring amdnsulting, which in turnimprove the quality of
services delivered, contrbability losses,and enhance the humaapital of thepartners.
Pooling of net cash flows and liability also has risk-sharing advantages.

The analysis is robust the fact thapartnerships sometimes purchasalpractice
insurance. Insuranceliminates variability of liabilitypayoffs by substituting @ertain
insurance premiumHowever, if premiums are renegotiated to reflect thmalpractice
experience of thensured,insurance does not destrtlye professional’sincentives to be
monitored or to consult with oth@rofessional$? In addition, insurance coveliability
to customers but not reductions time value of humarmapital caused by incompetent or
malfeasant acts.

3. Large Professional Partnerships and Flexible Sharing R@esne professional
partnerships have hundreds and sometitmessands of partners. Suleinge partnerships
provide portfolios ofspecialized servicethat are markete@dnd delivered over a wide
geographical area. They can also provide légeds toprotect clients againsbssesfrom
malfeasance or incompeteriée. Large partnershipsare also educationabrganizations,

offering young professionals a widange of opportunities and interaction with other

10 Mayers and Smith (1982) argue that insurance itself is a way to purchase monitoring.
11 See DeAngelo (1981).
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professionals. Weare moreconcerned, though, witthe effects of size on the contract
structures of these organizations than with explaining why they are large.

Having attained partnestatus, a professionabtay be tempted to free ride on the
efforts of colleagues. The residual claims of large partnerships take a direct approach to this
agency problem. The residual claim is not generally a fixed share of net cash flows. Rather,
a partner’s share is renegotiated annually on the basis of past performance and estimates of
likely contributions to future net cash flows. In these large partnerships servicbeiat as
delivered by a smalgroup of professionals whinteract and monitor one another
intensively. The composition of the teams chanfyesn case to case tmatch specialized
talents to specializegroblems. As a resulthe professionals develop knowledge of the
talents and contributions of a rangecofleagues. Flexible sharing rules add to partners’
incentives to gather and communicate such knowledge to the renegotiation process.

Given flexible sharing rules anthe way payoffsare tied toperformance large
professional partnerships can be viewed as associations of proprbtoget together to
obtain the benefitttom marketing a portfolio of specializeskills both toclients and to
young professionals who purchase specialized education. Or, since the partneriten
in small teams thaghift from case t@ase, darge partnershigan be regarded as a fluid
association of small partnerships.

4. Limited Horizon Residual ClaimsLimitations on the horizon covered by
residual claims cause organizationdbias decisions against alternatitbat generate net
cash flows beyondhe horizon. In*“OrganizationalForms and Investment Decisions”
(Fama and Jensen, 1985) we argue that the limited horizon feature of the residual claims of
professional partnerships reflects the relative unimportance of #ssetsenot effectively
capitalized in thehuman capital of existing partners.There are generally no important
patents, specialized assets, or technologies to be passed frayanenation of partners to
the next. Each partnebrings adepleting asset—humatapital—to thepartnership. The

annual readjustments ahares innet cash flowsthat aretypical, especially inlarge
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professional partnershipsalibrate gpartner’'s payoffs toeflect the current and expected
future contributions of hisuman capital. When a partner's humaapital isused up or
withdrawn from the organization, contributions tmet cash flows ceaseand this is
reflected in the termination, without substantial compensation, of his residual claim.

This explanation of the limited horizon feature of the residual clainpgadéssional
partnerships gets support from several sources:

1. Professional human capital serves as a lagiathst malfeasanasehen itsvalue
is sensitive to performancelowever, professiondlumancapital cannot beold tocover
liability losses to customers. To satishe demandor reimbursementor such losses and
to bond their services further, partners generally extend their liability to taagtdtheld
outside the organization (the, they contractfor unlimited liability), or they purchase
insurance against liability losses to clients. Such usanlohited liability and insurance is
consistent withthe propositionthat the dominanasset in a professional partnership is the
inalienable human capital of the partners.

2. Unlike professional partnershifle proprietorships, partnerships, addsed
corporations observed in small-scale produc#otivities commonly have mechanisms for
transferring residual claims to the cash flows generated by agketsthan human capital.
Buy-out provisions with internal pricing rules for residual claims and first refusal rights are
examples okuch mechanisms. Moreovéhe residual claims of these organizations are
similar in other respects those of professional partnerships, for exammstriction of
the residual claims to important decision agents and periodic renegotiation of salaries to
reflect variation through time in the contribution of human capital to net cash flows.

3. Most important, professional partnerep the limitedhorizon feature otheir
residual claimsvhenthere are substanti@ssets inthe organization in addition to the
human capital of existing partners. For example, departing partner is generally
compensatedor her share inassets, such asash and accounts receivabléore

interesting, professional partnerships sometimes have ddeiceempensating a retiring
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partner for information about her clieriteat she passealong to remainingartners. Such
payments foinformation reduce the incentives pértners totake actions thasubstitute
near-term casfiows for long-term caskHlows in a manner thatinhibits organizational
survival. It is alsanteresting thabrganizations inbusinessand financial consultinghat
were once professional partnerships withited horizon residual claims are tending to
reorganize as open corporations. We hypothesize that this is largely caubegi@gsure
to transfertherights tovaluable nonhumaxapital assets owned withithe organization

from one generation of residual claimants to the next.

B. Financial Mutuals

A common form of organization ifinancial activities is thanutual. In some
financial activities, includindife insurance,casualtyinsurance, and personahvings,
mutuals exist side by side with open corporations, and there is no obvious tendency for one
form of organization to dominate. Mutuase dominant among investment mutfiaids,
but commercial banks are always corporations. Our task is to ewgigimutuals survive
in some financial activities but not in others.

1. The Control Function of Redeemabt@aims An unusualcharacteristic of
mutuals is that theesidual claimants areustomers, for exampléhe policyholders of
mutual insurance companies, the depositors of mutual savargdss,and theshareholders
of mutualfunds. Howeverthe unique characteristic of the residual claimsmftuals,
which is important in understandinteir survivalvalue, isthat theresidual claims are
redeemable odemand.The policyholder, depositor, or shareholder can, atitiigative,
turn in his claim at a price determined by a prespecifibel For examplethe shareholder
of an open-endnutualfund can redeenhis claim for the market value dfis share of the
fund’'s assetswhile the whole life or endowment insurance policyholdelike the
shareholder of anutual savings bankgcan redeenhis claim for its specified valueplus

accumulated dividends.
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There is a special form dfiffuse control inherent irthe redeemable claims of
financial organizationsThe withdrawaldecisions ofredeemable clainmoldersaffect the
resources under the control of the organization’s managers, and they do so indaeabre
fashion than customer decisions in nonfinancial organizatibims. decision of the&laim
holder to withdraw resources is a form pdrtial takeover or liquidatiomwhich deprives
management of contralver assetsThis control rightcan be exercised independently by
each claim holder. It does not requir@raxy fight, atenderoffer, orany other concerted
takeover bid. In contrast, decisions of customers in open nonfinancial corporations, and the
repricing of thecorporation’s securities ithe capitalmarket, provide signals about the
performance of its decisiomgents but without further actioneither internal ofrom the
corporate takeover markehe judgments otustomers and dahe capital market leave the
assets owned within the organization under the control of the managers.

2. The Limitations of Redeemable ClainiBedeemablelaims are not aefficient
general financing instrumeifdr nonfinancial organizations. Giving everiaim holder the
right to force contractions oéssets would impose substantial costs nonfinancial
activities. For example,nonfinancial corporationgypically have large demands for
organization-specifiassetghat haveower value to otheorganizations. Substantial costs
would be incurred in forced sales of suliquid assets taaccommodate redemptions of
claims. In contrast, éinancial organizatiorpurchases and selfsiancial assets tomeet
purchases and redemptions of claims. Thigcomplished alow costbecause financial
assets are not organization specific and can be traded with low transactions costs.

There is a more subtle problem witbdeemable residual claims in nonfinancial
activities. The pricing rulaised toredeem claims preempts development of an outside
secondarymarketfor the claims. No one willouy at aprice higher than the redemption
price or sell at a loweprice. The absence adecondary marketor the redeemable claims
of financial organizations is no problem since redemption pules (for examplethe net

asset value rule for mutual fund shares) can be based on pricesiofal assets quoted in



Michael C. Jensen 16 October, 1998

the capital market. Icontrast,the residual claims of nonfinancial organizations caens
on uncertain future cadtows. Without a secondarynarketfor the claims, accurate and
inexpensive external indexes of their valueuld notexist, and any internal redemption
pricing rule would be costly or arbitrary.

3. Corporate Financial OrganizationsOur analysis should also explaiutny some
financial organizations are mutuals asttiersareopen corporationsThe theory predicts
that more of thebusiness ofinancial mutuals is management pdrtfolios of financial
assets, whereamorporate financial organizations are more involvedbusinessactivities
requiring organization-specific assets that are expensive to tradeahmgnerate uncertain
future net cash flows that are not easily priced.

Observation of different financial organizationsraughly consistent with these
hypothesesMost investment mutudiunds manageportfolios of tradedsecurities. The
funds are open-end mutuals witlhedeemable residuallaims, exceptfor a handful of
closed-end fundsrganized as open corporations with nonredeemable common stock
residual claims. Consistent with ohypothesis,the closed-endunds often holdassets
such asreal estate oshares in new venturgbat areexpensive to value and timade,
though this is not univers#.

Commercialbanksare required by law to beorporations.Our analysissuggests
that theywould be corporationsven in the absence of thequirement. A major part of
bank business is providirtgansactiorservices. Depositongay forthese servicedirectly
or by forgoing returns on deposits. The primary asset®mimercialbanksare short-term
loans. Granting and renewing these loans involves monitoring the borrowers and certifying
credit worthiness—a servicéor which the borrowers pay.The capital value of the
stochastic netash flows from services to depositarsd borrowers wouldnot easily be

captured in the internal pricing rule of a redeemable residual claim.

12 See Thompson (1978).
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What survives in commercial banking is a contract structure involving deposits that,
like all redeemablelaims, allowthe depositors taffect theresources undemanagement
control. Consistent with our modefariation indeposits iamet bypurchases and sales of
government and private bonds traded at low cost in secondary markets. Since depositors do
not have residual claims on net cdlsiws from service and other activities, redemption of
deposits does nakquire internal valuation of these nedshflows. The rights to the
residual netcash flowsare assigned ta&ommonstock. Since the commostock is not
redeemable, there are incentivies development of a secondamgarket. The residual
claims against uncertain future reatsh flowsare then priced more effectively thewould
be the case with redeemable residual claims for which there would be no secondary market.
Such mixed capital structures, with fixed value redeemable claims (policies or deposits) and
nonredeemable common stock residual clasnsalso characteristic dhe savings banks
and insurance companies organized as open corporations.

Our analysis should alsexplain the differences between the corporaterantlial
organizations observed ithe same financial activityfor example, life insurance or
personal saving. Relative the mutuals,corporate financial organizatiosfiould bemore
involved in businessactivities other than management of financesets,and these
business activities should involve relatively more nonfinancial assets that can only be varied
with large costs. The data on the business receipts (revenues othietdhest, dividends,
and capital gains) and long-term nonfinanaissets of banks arife insurance companies
in Table 1 areconsistent with thesbypothesesCorporatecommercialbankshave more
business receipts relative to total receipts and more long-term nonfinasssddrelative to
total assets than mutusdvings banks or savings aleén associationsMore interesting,
savings andoans, whichare sometimesorporations,have relatively morebusiness
receipts and long-term nonfinancadsetdhan mutuakavings banks. Likewiseprporate

life insurance companies have higher ratiobuginesseceipts to total receiptnd higher
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ratios of long-term nonfinanciabssets tototal assetsthan mutual life insurance
companiegs

The datafor casualty insurance organizations l®s supportive. Consistent with
our analysis, mutual casualty companies show lower ratios of long-term nonfinancial assets
to totalassetghan corporate casualgpmpanies. Howevergontrary to ouranalysis, the
mutuals have higher ratios of business receipts to total re¢gipts.

Finally, an interesting organizational experiment is taking place inkheking
sector.Although commerciabanksare required to beorporations, regulation®stricting
commercial banks and savings banks to diffeagtivities are beingelaxed.The direction
is toward allowing savings banks to provide services suchhasking privileges and
short-term business loans, previousdgtricted to commerciddanks. Ifthe dominance of
the corporate format in commercladnking is not the consequencerefulation, then as
savings bankecome involved in the service activitiesamimmercialbanking, they will
tend to organize as corporations. On the other hamonimercialbanking servicesan be
provided at lower prices witthe mutualformat, corporate commerciabanks will not

survive when mutual savings banks are allowed to compete with them.

C. Nonprofit Organizations

The familiar economicanalysis ofthe entrepreneurial firm is olittle help in
explaining the dominance afonprofits in some activities, such as religion, education,
research, and classical music, but nosdtimers,including automobilenanufacturinglegal
services,and popularmusic. Weexplain thesurvival of nonprofits in donor-financed

activities as an efficient solution to the special agency problem posed by private donations.

13 Because policy premiums are included as business receipts, the latter are a larger fractioreogifusal
for insurance companies than for banks. Nevertheless, comparison of the business receiptsaté and
mutual insurance companies is relevant.

14 sSee Mayersind Smith (1981) foradditionalhypothesesegardingcontract structures ithe insurance

industry.
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1. Nonprofit Organizations andDonations Donations per se do natply
dominancefor the nonprofit form. When donationsare applied directly to well-defined
units of output, a for-profit producgerceives them as a reduction in variatists or as
an increase in demand and increases output accordingly. In fact, we alysesubsidies
both in activities organized on a nonprofit basis, for example, educational scholarships, and
in activities organized on far-profit basis, forexample, free tickets teportsevents for
various groups.

However,some donors wish to providgeneral donations to particulproducers
(churches, universities, and so aa)her than unisubsidies. Suchnrestricted donations
poseagency problems$or any organization with residual claimants. Residatdimants
contract for rights to net cash flows. When activities are financed in part thtlongtions,
part of net cash flow is from resources providedibyors.Contractsthat define theshare
of residual claimants in net cash flows are unlikely to assure dtrairtheirresources are
protected from expropriation by residual claimafge solution to this agency problem is
to have no alienable residual claims and to contractduatiors toapply all netcashflows
to output. Thus, our hypothesistizat the absence eésidual claimsavoidsthe donor-
residualclaimant agencyproblem and explains the dominance radnprofits in donor-
financed activitie$?

The absence of alienahlesidual claims imonprofits does nainean that residual
risk is not borne. When net cash flows are used to expand outputs or taHevpeices of
outputs,part of therisk of netcash flows is borne by consumensd part by the factors

used to producthe outputs. Thusresidual netash flowsare allocated, but there are no

15 Hansmann (1980), analyzes the nonprofit organization in detail, bientie toattribute the nonprofit
form more to the nature gfroductsthan to theagencyproblems of donations. He treatlonors as
customersand looks for product characteristicthat would make for “contract failure” in a for-profit
framework. For example, charity islelivered tothird parties,and the customer(donor) has difficulty
verifying delivery. Hansmanalso arguesthat the nonprofit form isttractive forhigh technologygoods
(becauseahe customer has difficulty verifying qualitgnd public goods.However, his approach predicts
wider dominancdor nonprofits(for example, all high technology or publgoods)than isobserved. The
hypothesis that the nonprofit form is related to donor financing is more promising.
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specific residual claimantsith alienableproperty rights imet cashflows. Moreover, the
absence of residual claind®es notmean thamnonprofits make noprofits. It meansthat
alienable claims to profits do not exist.

Donations can substituteor the resources provided by residuelaimants to
purchase assethat are optimallyowned rather tharrented.When held agndowment,
donations also help to bond contracts with other agents in the organization. From a survival
viewpoint the advantage of donations over resources provided by redalmants is that
donors forgo claims on their donations and on the returns earned on the donations, and this
tends to allow the organization to deliver its products at lower prices.

Our nonprofit hypothesis deals only witkctivities financed bydonations. Such
donor-financedactivities are dominated byonprofits, for exampleprivate universities,
churches, hospitals, charities, and cultural performing groups (symphony orcheskeas,
companies, and opera companidspwever, the limited scope ofthe hypothesismeans
that it cannot explain the nonprofits observed in activities where donations ptalendéor
example, country clubs.

2. Other Explanationsfor Nonprofits One criticism ofour hypothesisabout the
causal relation frondonations tothe nonprofit form isthat it ignoresthe difficulty of
measuring and selling theutputs of, forexample, churcheslhe inference is thathis
explains thenonprofit form in these activities. It is difficult to measwaie the things one
gets from religion, education, researchgoltural activitiesHowever,the same is true of
products such as rockusic andlegal or psychiatricservices marketed by organizations
that have residuallaims. Moreover, if donations disappeared, for-profit organizations, or
more precisely organizatiorthat have alienableesidual claims, wouldarise tosupply
religion, research, and education. Some for-profit organizations supply these seovices
For-profit educational organizations and reseagrbups sell definable parts otheir
outputs; tuitionfor education and royalties to patents examples. For-profit churches

might sell ordinations, indulgences, or admission to services. Consistent with our
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hypothesis, when education and researgprovided by organizationthat have alienable
residual claims, these organizations are not also financed with donations.

Some argué¢hat sale osome products and services (for exampaégion) is not
acceptablendthat this explainghe nonprofit form in these activities. This is consistent
with our hypothesisWhen giving outputs away generates massources through
donations than sale, survival dictates the nonprofit f@rus, universities generallynake
research freely available because this generates more resources through research grants and
other donations than direct sale of the research. Churches usually do not ipsiginemt
of admission charges onember taxes because thatyract more totatesources through
voluntary contributions.

Coldly economic statemenlige these lead to the criticism thatir analysideaves
no room for altruism.The opposite is true.Altruistic internal agents increase the
willingness ofaltruistic customers andonors to provideresources. In our terms, the
altruism of internal agen@llows low costcontrol of agency problems and actsbiond
donors and customers against expropriation. Strong tastes for an organization’s outputs on
the part of internal agents anclistomers—what wecall altruism in the case of
nonprofits—contribute to the survival of any organizati@th.organizations try to develop
such brand loyalty, buithe nonprofitsare especiallysuccessful, perhapgsecause of the
nature of their products.

Some researchers claim thinors, customersnd internal agents have tastes for
the nonprofit form itself in some activities. To explathe complete dominance of
nonprofits in an activity,however, thisapproach requires uniformity ofastes. If
subgroups of customersiternalagents,anddonorshave no preferender the nonprofit
form, we wouldexpect more competition among profit andnprofit organizations in
donor-financed activities.

Finally, tax concession@re important ttsome nonprofits However, the major

activities dominated byonprofits, such as religiomprivate education, researclmospital
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care, and certain cultural activities, were dominated by nonprofits before taxesmaj a
issuel® Our hypothesis about the relation between unrestricted donations arahgnefit
form provides anore consistent explanation of the historical dominanceoaprofits in
these activities. On the othdéand, tax exemptiongprobably explainthe nonprofits in
activities where private donations are ndaetor, including nursing homes, homes for the
elderly, and private nursery schools.

3. TheGeneralControl Problem inNonprofits Thedonors of nonprofithave
agency problems with internal decision agents simildahdsefaced by residuatlaimants
in other organizationsuch as open corporations dehncial mutuals, wheramportant
decision managers do not bear a majuare ofthe wealth effects of themecisions. We
argue in “Separation of Ownership and Control” (Fama Jembken, 1985), thalike all
other organizations characterized by separation of decision managesnemésidual risk
bearing, a nonprofit is on stronger footingtire competitionfor survival when it has a
decision systenthat separates the management (initiation and implementation) and control
(ratification and monitoring) of importamtecisions. For nonprofitthe survival value of
such decision systems is due the assuranceshey providethat donationsare used
effectively and are not easily expropriated.

For examplelike open corporations arfthancial mutuals, donor nonprofiteave
boards of directors (or trustees) witie power toratify and monitor important decisions
and to hire, fire, and set the compensation of important decgjents.The similarities of
the decision control systems of nonprofits, financial mutuals, and open corporalboigs,
with the differences due to special agency problems and special features of ciaichsal

(including the absence thereof), are discussed in “Separation of Ownership and Control.”

16 See Hansmann (1980).
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V. Summary and Conclusions

Most goods and servicescan be produced by any form of organization.
Organizations compete for survival, and the form of organization that survivegadtiay
is the onethat delivers the product demanded bystomers athe lowest price while
covering costs.

The characteristics of residual claims are importhoth in distinguishing
organizations from one another and in explainimg survival of specific organizational
forms in specific activities. We explain the survival of organizational forms largely in terms
of the comparative advantages of characteristics of residual claims in controlling the agency
problems of an activityThe analysis identifieghe underlying characteristics attivities

that determine the organizational forms that survive.

A. Open Corporations

The commonstock residuaklaims of open corporationsre unrestricted in the
sense that (1they are freely alienabl€?) they arerights innetcash flows forthe life of
the organization, and (3) stockholdease not required to have any other role in the
organization. Other things being equal, the open corporation is lik&lgeto survive in an
activity

» the greater the benefits of unrestricted risk sharing,

» the greater the benefits of specialized management,

» the greater the amount of organization-specific assets to be purchased,

» the greater the wealth required to bond contractual payoffs, and

» the lower the cost of separating decisiomanagement (initiation and

implementation) from decision control (ratification and monitoring).

For example, these factors favor the open corporate form when the technology in an

activity implies economies of scale that invoh\& large aggregate residuakks to be
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shared among residual claimantb) (arge demanddor specialized decision agents
throughoutthe organization, andcf large demandfr wealth from residuatlaimants to
bond contracts and to purchase organization-speasigets.Economies of scale are also
likely to imply organizationsthat are complex in thesensethat valuable specific
knowledge—knowledgéehat is expensive to transfer across agents—is widely diffused
among agentst’ Such complexity tends to favor unrestricted common stock residual
claimswhich allow specialization of management and delegation of decfsioctions to
agents with valuable relevant knowledge.

The benefits of unrestricted commaiock residualclaims in activitieswhere
optimal organizations are largand complexoffset the agencycosts resulting from the
separation of decision functions and residual risk bearing. In “Separation of Ownership and
Control” we contendhat these agencgostsare controlled by decisiostructuresthat

separate the management and control of important decisions.

B. Proprietorships, Partnerships, and Closed Corporations

In a fictional world wherecontracts with decision agents were costlessly written
and enforcedseparation and specialization of decision as#-bearing functions would
involve no agency costs, and most if afitorganizations wouldhave unrestricted residual
claims. However,actual organizations camealize thebenefits of unrestricted residual
claimsonly by incurring costs t@ontrol agency problems between specialized decision
agents and specialized residual tsarers. As a consequence, iatlvantageous in some
activities to trade the benefits of unrestricted common stock residual étairhe low-cost
control of agency problems ithe decisionprocessobtainedwhen residualclaims are
restricted to important decisi@ygents. Thigestriction is a common characteristic of the

residual claims ofproprietorships, partnerships, and closed corporatiGtiser things

17 The role of specific knowledge is discussed in Fama and Jensen (1983).
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being equal, these organizations with their restricted residtlalms are more likely to
survive in activities where the costs of separating decision manageméram decision
control arehigh. They arealso morelikely to survive whenthere are no important
economies of scale anthus @) no large demand$or unrestrictedrisk sharing and
specialized decision skills, anid) (no large demand®r wealth from residuatlaimants to

bond contracts and purchase organization-specific assets.

C. Special Forms of Residual Claims

Organizationssuch as professional partnershifisancial mutuals, and nonprofits
have residual claim@ith unique characteristidbat we explain as devicdsr controlling
special agency problems.

1. Professional PartnershipsThese areharacterized byl) restriction of residual
claims to major decisiomgents, (2)periodic renegotiation of partnshares innet cash
flows (flexible sharing rules)and (3)inalienable residual claims in neash flowswith
horizons that are oftenlimited to a partner’s period of service ithe organization.
Professional partnerships are more likely to survive in an activity when

» valuable specifikknowledgerelevant to botithe management and control of

decisions is combined and diffused among agents,

» there are no strong demands for organization-specific tangible assets, and

» the benefitdfrom consulting ananutual monitoring among decision agents are

high.

These characteristics aobserved in professional serviegtivities (law, public
accounting, andusiness consulting) where (i8stricting residual claims to important
decision agents helps control the agency problems caused by delegating combined decision
management and contnaghts with respect tecases, auditand soforth, to agents with

relevant specific knowledgg?2) the primaryasset ofthe activity isprofessional human
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capital;and (3)mutual monitoring and consulting among agents are importamiaiotain
the value of human capital, which is sensitive to performance.

2. Financial Mutuals The distinguishingcharacteristic of the residual claims of
financial mutuals is that the policyholder, depositor, or shareholder cdnssalim to the
organization on demand at a price determined by a rule. The decision to withdraw resources
by the holder of a redeemable claim is a form of partial takeover or liquidatiodejiites
management of control ovassetsThis mechanisnfior decisioncontrol can be exercised
independently by each claim holder. It does not require a proxy fight, a t&fieleror any
other concerted takeover bid. Mutuals are more likely to survive actanty thelower the
cost

» of expanding and contracting assets and

» of obtaining accurate indices of asset values.

These conditions occur in financial organizatiovisere assetsre primarily the
securities of other organizations. Redeemable residual claims are a lawechstnism for
controlling agency problems betwe#dre residual claimants and the decision agents of
financial mutuals because accuratel inexpensive indexes for asset valaes available
and theassetsare tradedvith low transactionsosts. Redeemable claims arehégh-cost
mechanism for decision control in activities that involve lageunts of assets ntaded
in secondary marketfedeemable residual claims atso inefficient inactivities that
involve large amounts of lumpy or organization-specific assets that can beordyiegith
large costs.

3. Nonprofits The nonprofit organization iccharacterized by the absence of
alienable residual claims to net cash flows and contractual constraitite distribution of
netcashflows. Inalienable residual claims are vested ihaard of trustees andet cash
flows are committed to current and futuretput. Nonprofitsare more likely tasurvive in
an activity

» the greater is the potential supply of donations and
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» the lower is the cost of separating decision management from decision control.
The nonprofit organization is a solution to the agency prolplesed by donations.
When the activities of an organization are financed in fradugh donationspart of
stochastic net cadtow is due tothe resources provided byonors.Contractsthat define
the share of residuatlaimants in netash flowsare unlikely toassure donorghat their
resourcesare protected against expropriation by residual claim@nie.solution to this
agency problem between donors and residual claimants is to have no residual claimants and
to contract withdonors toapply netcash flows tduture output. The absence ddlienable
residual claims means that decision managers in nonprofits do not bear the wealth effects of
their decisions. As inother organizations where residuagk bearing and decision
management functions are separated, the resulting agency problgresdgcisiorprocess
are controlled by decision structures that separate the management and control of important

decisions.
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